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LETTER TO SHAREHOLDERS

Fiscal 2003 was another highly successful year for Invivo Corporation. We reported
excellent financial results and continued to strategically position ourselves as a focused, rapid-
ly growing, and financially strong medical device company.

For the year ended June 30, 2003, revenues at Invivo increased approximately 27% to
$53,339,800 up from $42,088,300 in fiscal 2002. Net income from continuing operations
increased to $3,490,300 in fiscal 2003 up from $2,208,200 in fiscal 2002. Earnings per share

from continuing operations increased approximately 60% to $.51 per share in fiscal 2003 from

$.32 in fiscal 2002. We believe we are well positioned to continue growth in both revenue

and earnings in fiscal 2004.
Fiscal 2003 was highlighted by our acquisition of Medical Data Electronics Inc. (“MDE”)

in April 2003. MDE provides products for wireless patient monitoring of vital signs along with

networking capabilities for clinical information systems in hospitals. At the time of the acqui-
sition, MDE’s revenues were an annualized rate of approximately $13 million. MDE is recog-
nized as a pioneer and leader in medical telemetry.

The addition of MDE broadens our patient monitoring product line to include the emer-

gency room, cardiac rehabilitation and the bedside market, augmenting our existing presence

£edside monttor._____

in radiology and the operating room. This acquisition expands our non-MRI patient monitor-
ing revenues in the $2 billion patient monitoring market.
We successfully completed the integration of our sales forces in July 2003. The increase in

our domestic sales force to 38 salespeople, up from 28 a year ago, gives Invivo a greater pene-
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tration of the United States market.

Our MRI vital sign monitoring business remained strong in fiscal 2003 as we continued to
be the worldwide leader in this growing market segment. According to MRI manufacturers,
sales of new MRI equipment continued at record levels and are forecast to remain strong
through 2004. In fiscal 2003, we continued to work with Phillips Medical to develop an inte-
grated MRI compatible patient vital sign monitoring systems for use with their MRI scanner
designed for cardiovascular disease diagnosis. We remain very excited about the potential for
MR angiography and the positive implications it could have on our MRI monitoring business.

In the second half of fiscal 2004, we look to enter into the transport monitoring market
with the introduction of our new M8 color transport monitor. The $150 million transport mar-
ket is an exciting growth market in both the U.S. and international markets. We believe the
M8 will have many exciting features that will allow it to penetrate this market.

y
CORPORATE HIGHLIGHTS

In February 2003, Invivo completed a self-tender of common stock where the Company
bought back 975,000 shares at $10.00 per share. Our Board of Directors believed this was a
good use of the cash that we accumulated from the sale of our industrial businesses in fiscal 2002.

We also recently completed a 3 for 2 stock split. Our shares outstanding now stand at
approximately 5.9 million shares compared to 3.9 million prior to the split. This not only

increased our float but also lowered the price of our stock to a more favorable level for investors.

Magnitude, our advanced MRI
patient monitoring system pro-
vides basic vitat signs information
along with sophisticated parame-
ters such a invasive pressures,
ETCO2 and anesthetic analysis. It
is the first MRI patient monitor
with innovative features such as
24 GHz wireless communication
and 8 hour battery which elimi-
nate the need for instalfation
through the MRI room and pro-
vide portability.



In the second quarter of fiscal 2003, we announced a distribution agreement with Draeger

Medical to private label their MRI compatible anesthesia gas machine in the United States.

With our strong sales presence in radiology, we look to sign additional distribution agreements

for compatible products.

In conclusion, we are pleased with our in position as we enter fiscal 2004. With our

recent acquisition of MDE we anticipate continued growth in both revenue and earnings

throughout the year.
We believe the patient monitoring market continues to offer exciting opportunities. Our

progress is the direct result of the efforts and dedication of our employees, to whom we extend

our thanks and appreciation, We look forward to capitalizing on our growth opportunities

coming up in fiscal 2004.

%ng -

JAMES B. HAWKINS GEORGE SARLO
President and Chairman
Chief Executive Officer
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MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Invivo designs, manufactures and markets monitoring systems that measure and display vital signs of patients in
medical settings, for use in both magnetic resonance imaging (“MRI”) environments and in general patient mon-
itoring applications. Invivo’s systems simultaneously monitor heart function, respiration, heart rate, blood oxy-

gen levels, invasive and non-invasive blood pressure and exhaled carbon dioxide levels.

RESULTS OF OPERATIONS
Year Ended June 30, 2003 Compared To Year Ended June 30, 2002

Sales

Sales for fiscal 2003 increased 26.7% to $53,339,800 compared to sales of $42,088,300 for fiscal 2002. The
increase was primarily due to growth in sales of general patient monitoring products along with growth in sales
of the Company’s magnetic resonance imaging, or MR, vital signs monitors and the new “Magnitude AS” anes-
thesia delivery system for the MRI introduced in the second quarter of fiscal 2003. The increase in sales of gen-
eral patient monitoring products was primarily due to sales of two new products, the “M12” bedside monitor
introduced in the first quarter of fiscal 2003 and the “Centurion 20007 central station monitoring system intro-
duced in the fourth quarter of fiscal 2002. The Company’s sales also increased by approximately $3,670,000 as
a result of the acquisition of MDE in April 2003.

Gross Profit

The gross profit margin for fiscal 2003 decreased to 51.1% from 52.5% in fiscal 2002. The decrease in the gross
profit margin was primarily attributable to the increase in sales of the “Magnitude AS” anesthesia delivery system
for the MRI and general patient monitoring products, including those of MDE, which have lower gross profit mar-
gins than MRI monitors. The “Magnitude AS” is sold under an exclusive distributor agreement with Draeger
Medical, Inc. providing for lower gross profit margins than the other vital signs monitors sold by the Company. The
Company’s gross profit margin on the MRI vital signs monitor did not change materially for fiscal 2003.
Operating Expenses

Selling, general and administrative expenses for fiscal 2003 increased 21.2% or $3,380,800 from the previ-
ous fiscal year. Selling, general and administrative expenses were 36.2% of sales for fiscal 2003 compared with
37.8% in fiscal 2002. The increase in these expenditures was due to higher administrative expenses in support
of the increase in sales as well as higher insurance costs, increased legal and professional expenses, an increase in
the provision for bad debt and expenditures on behalf of MDE. The increase for these periods were also attrib-
urable to increased selling expenses primarily as a result of higher wages and commissions on the higher sales
volume along with increased promotional activities.

Research and experimental expenses for fiscal 2003 increased 10.3% or $310,500 as compared to fiscal
2002. The increase was primarily attributable to research and development expenses on behalf of MDE.
Research and experimental expenses were 6.3% of sales for fiscal 2003 compared to 7.2% in fiscal 2002. The
Company plans to continue its efforts in developing new products and enhancing its existing ones and expects

research and experimental expenditures as a percentage of sales to be in the 6.5% to 7.0% range in fiscal 2004.




Other Income and Expense

Interest income was $367,100 for fiscal 2003 as compared to $290,500 for fiscal 2002. The increase was due
to the larger cash and short-term investment balances that the Company held throughout most of fiscal 2003
until the use of approximately $9.9 million to finance a repurchase of its common stock in February 2003 and

approximately $9.3 million for the purchase of MDE in April 2003,

Provision for Income Taxes
The effective tax rate for fiscal 2003 was 33.0% as compared to 33.9% for fiscal 2002. The decrease in the
effective rate was primarily due to the effect of federal tax-exempt interest income from short-term investments

and the benefit of the Extraterritorial Income Exclusion (“EIE”) and other credits.
Year Ended June 30, 2002 Compared To Year Ended June 30, 2001

Sales

Sales for fiscal 2002 increased 10.6% to $42,088,300 compared to sales of $38,053,600 for fiscal 2001. Sales
at the Company’s medical business increased 13.7% for fiscal 2002, and was primarily the result of the contin-
ued growth in sales volume of the Company’s MRI vital signs monitor due to increased acceptance and usage of
MBRI procedures in hospital settings. “Millennia™ sales for fiscal 2002 increased slightly as the patient monitor-
ing market continues to experience flat to slow growth. The Company’s industrial instrumentation products
experienced a sales decline of $821,100 or 32.2% for fiscal 2002.

Gross Profit

The gross profit margin remained stable at 52.5% as the gross profit margin at the medical device business
remained strong at 54.0% with the continued sales growth in MRI vital signs monitors. The gross profit margin for
fiscal 2002 was impacted by the write-off of slow moving and obsolete inventory of approximately $175,000 at the
Company’s non-contact infrared thermometer business in the third quarter of fiscal 2002 as that business continued
to experience a prolonged sales decline. Throughout fiscal 2002, gross margins of the industrial instrumentation prod-

uct lines declined due primarily to the impact of the decreased sales relative to fixed cost of sale components.

Operating Expenses

Selling, general and administrative expenses for fiscal 2002 increased 2.6% or $400,500 from the previous
fiscal period. Selling, general and administrative expenses were 37.8% of sales for fiscal 2002 compared with
40.8% for fiscal 2001 as the growth in sales for fiscal 2002 more than offset the increase in selling, general and
administrative expenses. The increase in these expenditures in aggregate for fiscal 2002 was primarily due to
higher selling expenses on the higher sales volume at the medical device business along with higher facility leas-
ing and depreciation expenses at the industrial instrumentation product line and corporate facilities. These
increases offset a decrease in selling expenses on the lower sales volume at the industrial instrumentation busi-
ness along with the effect of the Company’s adoption of SFAS No. 142, Goodwill and Other Intangible Assets,
effective July 1, 2001 as a result of which the Company stopped amortizing its goodwill. Amortization of good-
will in fiscal 2001 was $254,400.

Research and experimental expenses for fiscal 2002 increased 15.7% or $411,400 from the previous fiscal



period. Research and experimental expenses were 7.2% of sales for fiscal 2002 compared to 6.9% in fiscal 2001.
The increase in fiscal 2002 was due to increased expenditures of the medical device business on its next genera-
tion vital signs monitors which offset a decline in research and experimental expenditures at the industrial instru-

mentation product lines.

Other Income and Expense
Interest income was $290,500 for fiscal 2002 as compared to $435,200 for fiscal 2001. The decrease was

due to the lower interest rates earned on the Company’s short-term investments.
pany

Provision for Income Taxes
The effective tax rate for fiscal 2002 was 33.9% compared to 33.2% for the prior year. The slight increase
was due to the effects of state income taxes and settlement of state income tax examinations. The effective rate

differs from the statutory rate due principally to the benefit of a foreign sales corporation and other credits.

Discontinued Operations

On May 10, 2002, the Company completed the sale of Sierra Precision, a wholly-owned subsidiary of the
Company, for approximately $4.9 million. On May 30, 2002, the Company sold Lumidor Safety Corporation,
a wholly-owned subsidiary of the Company, for approximately $12.0 million. In conjunction with the discon-
tinuance of these operations, the Company recorded a gain on the disposal of the subsidiaries of $3,250,300 (net
of income tax of $2,142,800). Revenue from discontinued operations for fiscal 2002 was $12,175,400. Revenue
from discontinued operations for fiscal 2001 was $16,225,500. Income from discontinued operations for fiscal
2002 was $3,416,300. Income from discontinued operations for fiscal 2001 was $1,657,700.

LIQUIDITY AND CAPITAL RESOURCES

Working capital at June 30, 2003 decreased to $26,872,700 from $38,837,900 at June 30, 2002. This
decrease was primarily the result of the Company’s tender offer for 975,000 shares of its common stock at a pur-
chase price of $10.00 per share in February of 2003 and the acquisition of MDE in April 2003. The aggregate
purchase price including expenses for payment for the shares tendered in the stock repurchase was approximately
$9.9 million, which the Company funded from available cash and short-term investments. The purchase price
for MDE was approximately $9.3 million and was funded from the Company’s existing balances of cash and
short-term investments.

Net cash used in operating activities was $308,500 for fiscal 2003 compared with $5,825,300 and
$1,710,600 provided by operating activities for fiscal 2002 and fiscal 2001, respectively. This increase in net cash
used in operating activities was largely the result of changes in operating assets and liabilities, particularly
accounts receivable, inventories, accrued expenses and deferred income taxes.

Capital expenditures were $1,562,200 for fiscal 2003 compared to $2,013,200 for fiscal 2002 and $762,300
for fiscal 2001. Capital expenditures in fiscal 2003 were primarily related to sales demonstration equipment for
the medical business sales force. Cash used in financing activities for fiscal 2003 consisted primarily of the stock
repurchase described above.

The Company believes that its remaining cash and short-term investments, along with its borrowing capaci-

ty, will be sufficient to support its working capital and capital expenditure requirements throughout fiscal 2004.



The Company renewed its $1,000,000 revolving bank line of credit on January 1, 2003. The line of credit is
unsecured. At June 30, 2003, $1,000,000 was available under the line of credit.
A summary of future minimum lease payments required under noncancelable leases with terms in excess of
one vear as of June 30, 2003 follows:
Operating leases

Fiscal year ending June 30:

2004 $ 944,600
2005 956,900
2006 551,500
2007 269,600
2008 250,500
Thereafter 732,100

$3,705,200

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires the Company to make estimates and judgments that affect its reported amounts
of assets and liabilities, revenues and expenses and related disclosures of contingent assets and liabilities. On an
ongoing basis the Company evaluates its estimates, including those related to allowance for doubtful accounts,
inventory reserves, warranty obligations, intangible assets and contingencies and litigation. The estimates are
based on the information that is currently available to the Company and on various other assumptions that man-
agement believes to be reasonable under the circumstances. Actual results could vary from those estimates.

The Company believes that the following critical accounting policies involve the more significant judgments

and estimates used in the preparation of its financial statements:

Revenue Recognition

The Company recognizes revenue from product sales when there is persuasive evidence that an arrangement
exists, delivery has occurred and title has transferred, the price is fixed and determinable, and collectibility is rea-
sonably assured. The Company accrues for estimated sales returns and other allowances at the time of recogni-
tion of revenue, which is typically upon shipment, based on historical experience. If different assumptions were

employed in making these estimates, the amount of reported revenue could be affected.

Allowance for Doubtful Accounts

The Company maintains an allowance for doubtful accounts for estimated losses resulting from the failure
of its customers to make required payments. On an on-going basis, the Company evaluates the collectibility of
accounts receivable based on a combination of factors. In circumstances in which it is aware of a specific cus-
tomer’s inability to meet its financial obligation, it records a specific reserve of the bad debt against amounts due.
In addition, the Company also makes judgments and estimates of the collectibility of accounts receivable based

on historical bad debt experience, customers’ creditworthiness, current economic trends, recent changes in cus-




tomer payment trends, and deterioration in the customers’ operating results or financial position. If circum-
pay P g P

stances change adversely, additional allowances may be required.

Inventory

Inventories are stated at lower of cost or market with cost determined by the first-in, first-out method. The
Company reviews the components of inventory on a regular basis for excess, obsolete and impaired inventory
based on estimated future usage and sales. The Company may be required to write-down inventory it is carry-
ing at higher value due to changes in competitive conditions, new product introductions by the Company or its
competitors, or rapid changes in customer demand, in which event the Company’s gross marging would be

adversely affected.

Goodwill

The Company uses assumptions in establishing the carrying value of its goodwill. The criteria used for these
evaluations include management's estimate of the asset's continuing ability to generate positive income from
operations and positive cash flow in future periods compared to the carrying value of the asset. If assets are con-
sidered to be impaired, the impairment recognized is the amount by which the carrying value of the assets
exceeds the fair value of the assets. Factors that would influence the likelihood of a material change in good-
will include significant changes in the asset's ability to generate positive cash flow, a significant decline in the
economic and competitive environment on which the asset depends and significant changes in the Company’s

strategic business objectives.

Warranty

The Company provides for the estimated cost of product warranties at the time the related revenue is recog-
nized. The amount of this provision is determined by using historical experience and estimated future costs asso-
ciated with the Company's different products. Should actual product failure rates or estimated costs to repair
those product failures differ from the Company’s estimates, revisions to the estimated warranty provision would
be required and gross margins would be adversely affected.
Income Taxes

The Company bases its estimate of deferred tax assets and liabilities on current tax laws and rates. The
Company's accounting for deferred tax consequences represents management's best estimate of future events that

can be appropriately reflected in the accounting estimates.

INVIVDO 08



INDEPENDENT AUDITORS’ REPORT

The Board of Directors and Stockholders
Invivo Corporation:

We have audited the accompanying consolidated balance sheets of Invivo Corporation and subsidiaries
(the Company) as of June 30, 2003 and 2002, and the related consolidated statements of income, stockhold-
ers’ equity and comprehensive income, and cash flows for each of the years in the three-year period ended
June 30, 2003. These consolidated financial statements are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the over-
all financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Invivo Corporation and subsidiaries as of June 30, 2003 and 2002, and
the results of their operations and their cash flows for each of the years in the three-year period ended June

30, 2003, in conformity with accounting principles generally accepted in the United States of America.

KPMG LLP

San Francisco, California
August 5, 2003, except for Note 19,
which is as of October 27, 2003
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INVIVO CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
June 30, 2003 and 2002

Assets
Current assets:
Cash and cash equivalents
Restricted cash
Short-term investments
Trade receivables, less allowance for doubtful accounts of
$ 516,100 as of June 30, 2003 and $330,500 as of June 30, 2002
Inventories
Deferred income taxes
Prepaid expenses and other current assets
Total current assets
Property and equipment, net
Intangible assets
Other assets

Liabilities and Stockbolders’ Equity. .
Current liabilities:
Accounts payable
Accrued expenses
Current portion of long-term debt and capital leases
Income taxes payable
Other current liabilities
Total current liabilities
Long-term debt and capital leases, excluding current portion
Deferred income taxes
Total liabilities
Commitments and contingencies
Stockholders’ equity:
Common stock, $.01 par value; authorized shares totaling
20,000,000 issued and outstanding shares totaling 5,836,574
as of June 30, 2003 and 6,652,499 as of June 30, 2002
Additional paid-in capital
Retained earnings
Accumulated other comprehensive (loss) income

Total stockholders’ equity

See accompanying notes to consolidated financial statements.

2003 2002
$ 1,274,800 1,005,700
— 1,520,900
8,258,400 27,344,400
16,047,600 10,724,600
12,016,500 6,430,400
1,913,000 837,800
533,900 236,700
40,044,200 48,100,500
6,858,700 5,476,000
12,222,100 7,037,000
208,000 144,200
$59,333,000 60,757,700
$ 3,747,100 1,778,300
7,208,000 6,045,900
113,300 113,300
1,708,900 1,325,100
394,200 —
13,171,500 9,262,600
1,350,600 1,463,900
713,600 550,400
15,235,700 11,276,900
58,300 66,500
17,844,100 26,679,600
26,210,700 22,720,400
(15,800) 14,300
44,097,300 49,480,800
$59,333,000 60,757,700



INVIVO CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
Years Ended June 30, 2003, 2002 and 2001

Sales
Cost of goods sold
Gross profit
Operating expenses:
Selling, general, and administrative
Research and experimental
Total operating expenses
Income from operations
Other income (expense):
Interest income
Interest expense
Other, net
Loss on Sale of G.C. Industries
Income from continuing operations
before income taxes
Income tax expense
Net income from continuing operations
Discontinued operations:
Income from operations of discontinued subsidiaries
net of income tax of $109,400 in 2002 and
$923,600 in 2001
Gain on disposal of subsidiaries,
net of income tax $2,142,800 in 2002
Income from discontinued operations

Net income

Basic net income per share data:
Continuing operations
Discontinued operations
Basic net income per common share
Weighted-average common shares

outstanding (basic)

Diluted net income per share data:
Continuing operations
Discontinued operations
Diluted net income per common share
Weighted-average common shares

outstanding (diluted)

See accompanying notes to consolidated financial statements

2003 2002 2001
$53,339,800 42,088,300 38,053,600
26,080,100 19,993,600 17,984,200
27,259,700 22,094,700 20,069,400
19,291,000 15,910,200 15,509,700
3,336,900 3,026,400 2,615,000
22,627,900 18,936,600 18,124,700
4,631,800 3,158,100 1,944,700
567,100 290,500 435,200
(57,200) (79,800) (114,700)
72,400 (27,500) 426,300
— — (600,500)
5,214,100 3,341,300 2,091,000
1,723,800 1,133,100 694,600
3,490,300 2,208,200 1,396,400
— 166,000 1,657,700
— 3,250,300 —
_ 3,416,300 1,657,700
$ 3,490,300 5,624,500 3,054,100
$.55 33 21
- 52 25
$ 55 85 46
6,388,740 6,640,778 6,604,140
$ 51 32 21
- 50 24
$ 51 82 45
6,756,201 6,870,980 6,714,021




INVIVO CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’
EQUITY AND COMPREHENSIVE INCOME

Years ended June 30, 2001, 2002, 2003

Accumulated other

Shase o Rmouns  aineaptel  camings o Tlose e e

Balances as of June 30, 2000 6,544,499 $65,400 26,235,500 14,041,800 (26,200) $4,968,500
Exercise of stock options 90,375 900 182,900 — —
Tax benefit from exercise of options — — 141,000 — —
Net income — — — 3,054,100 — 3,054,100
Unrealized gain on short-term

investments — — — — 6,200 26,200
Foreign currency translation adjustment — — — —  (13,000) (13,000)
Balances as of June 30, 2001 6,634,874 $66,300 26,559,400 17,095,900 (13,000) $3,067,300
Exercise of stock options 17,625 200 81,200 — —
Tax benefit from exercise of options — — 39,000 — —
Net income — — — 5,624,500 — 5,624,500
Unrealized loss on short-term

investments — — — — (900) (900)
Foreign currency translation

adjustment — — — — 28,200 28,200
Balances as of June 30, 2002 6,652,499 $66,500 26,679,600 22,720,400 14,300 $5,651,800
Exercise of stock options 159,075 1,600 906,000 — —
Repurchase of common stock (975,000)  (9,800) (9,868,500)
Tax benefit from exercise of options — — 127,000 — —
Net income — — — 3,490,300 — 3,490,300
Unrealized loss on short-term

investments — — — —  (26,500) (26,500)
Foreign currency translation adjustment — — — — (3,600) (3,600)
Balances as of June 30, 2003 5,836,574 $58,300 17,844,100 26,210,700 (15,800) $3,460,200

See accompanying notes to consolidated financial statements




INVIVO CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended June 30, 2003, 2002 and 2001

Cash flows from operating activities:
Net Income
Adjustments to reconcile net income to net cash (used in)
provided by operating activities:
Depreciation and amortization
Gain on sale of discontinued operations
Loss on sale of G.C. Industries
Write-off of note receivable
Loss on disposal of fixed assets
Deferred income taxes
Tax benefit form exercise of stock options
Changes in operating assets and liabilities:
Trade receivables
Inventortes
Prepaid expenses and other current assets
Accrued expenses
Accounts payable
Income taxes payable
Other current liabilities
Current assets of discontinued operation
Current liabilities of discontinued operations
Net cash (used in) provided by continuing
operating activities
Cash flows from investing activities:
{Purchase) sale of short-term investments, net
Purchase of MDE
Restricted cash
Sale of discontinued operations
Capital expenditures
Sale of G.C. Industries
Net investing activities of discontinued operations
Other assets
Net cash provided by (used in)
continuing investing activities
Cash flows from financing activities:
Repurchase of common stock
Exercise of stock options
Bank borrowings, net
Principal payments under long-term debt and capital leases
Net cash (used in) provided by financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

See accompanying notes to consolidated financial statements.

2003 2002 2001
$3,490,300 5,624,500 3,054,100
1,208,300 962,300 1,064,300
—  (3,250,300) —

— — 600,500

— — 203,600

21,700 31,800 —
(912,000) 446,200 491,400
127,000 39,000 141,000
(3,501,600) 951,100 (194,500)
(2,115,900) 383,500 242,300
(203,200) 152,500 7,900
(916,900) 666,300 515,200
1,715,800 (196,800) 98,500
383,800 (964,600)  (1,200,200)
394,200 — 12,000

’ — 14499300  (2,559,800)
— (519,500) (765,700)
(308,500) 5,825,300 1,710,600
19,059,500 (18,253,100)  (2,247,500)
(9,292,800) — —
1,520,900  (1,520,900) —
— 16,871,300 —
(1,562,200)  (2,013,200) (762,300)
— — 664,000
— (76,800) (530,200)
(63,800) 46,200 34,400
9,661,600  (4,946,500)  (2,841,600)
(9,878,300) — —
907,600 81,400 183,800
— — 1,541,000
(113,300) (224,600)  (1,286,300)
(9,084,000)  (143,200) 438,000
269,100 . 735,600 (693,000)
1,005,700 270,100 963,100
$1,274,800 1,005,700 270,100




INVIVO CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
June 30, 2003 and 2002

(1) SIGNIFICANT ACCOUNTING POLICIES
(a) Business

Invivo Corporation and subsidiaries (the Company) is engaged in two businesses: medical devices and indus-
trial instrumentation. The medical device business designs, manufactures, and markets monitoring systems that
measure and display vital signs of patients in medical settings. The industrial instrumentation business designs,
manufactures, and markets sensor-based instruments primarily for industrial process control applications.
(b) Principles of Consolidation

The accompanying consolidated financial statements include the accounts of the Company. All significant

intercompany accounts and transactions have been eliminated in consolidation.

(c) Cash Equivalents

The Company considers all highly liquid investments with original maturities of three months or less to be
cash equivalents.
(d) Restricted Cash

At June 30, 2002 cash of $1,520,900 was restricted from withdrawal and was related to the sale of Sierra
Precision and Lumidor Safety Corporation.
(e) Short-Term Investments

The Company classifies all of its short-term investments as available-for-sale securities. Such short-term
investments consist primarily of municipal and corporate bonds, mutual bond funds and money market funds,
with unrealized gains and losses on the securities reflected as other comprehensive income in stockholders’ equi-
ty. Realized gains and losses on short-term investments are included in earnings and are derived using the spe-
cific identification method for determining the cost of securities. It is the Company’s intent to maintain a liquid
portfolio to take advantage of investment opportunities; therefore, all securities are considered to be available-
for-sale and are classified as current assets.

The Company derives the fair value of its short-term investments based on quoted market prices.
() Inventories

Inventories are stated at the lower of cost or market on a first-in, first-out basis.
(g) Allowance for Doubtful Accounts

The Company maintains an allowance for doubtful accounts for estimated losses resulting from the failure
of its customers to make required payments.
(b) Property and Equipment

Property and equipment are stated at cost, net of accumulated depreciation and amortization. Depreciation

is calculated on the straight-line method over the estimated useful lives of the assets as follows:

Building 30 years

Equipment 3 to 5 years

Furniture and fixtures 3to 5 years

Leasehold improvements Shorter of life of lease or 3 years

Automotive 5 years




(i) Income Taxes

The Company utilizes the asset and liability method of accounting for income taxes. Deferred tax assets and
liabilities are recognized for the future tax consequences attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities
are measured using enacted tax rates expected to apply to taxable income in the years in which those temporary dif-
ferences are expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax
rates is recognized in income in the period that includes the enactment date. The measurement of deferred tax assets

is reduced, if necessary, by a valuation allowance for any tax assets which are not expected to be realized.

() Intangible Assets

The Company adopted SFAS No.142, Goodwill and Other Intangible Assets effective July 1, 2001. SFAS No.
142 requires that goodwill and intangible assets with indefinite useful lives no longer be amortized, but instead
tested for impairment at least annually in accordance with the provisions of SFAS No. 142. Accordingly, the
Company did not record any amortization during fiscal 2002 or 2003 related to goodwill. SFAS No. 142 requires
a two-step process for testing impairment, First, the fair value of each reporting unit is compared to its carrying
value to determine whether an indication of impairment exists. If impairment is indicated, then the fair value of
the reporting unit’s goodwill is determined by allocating the unit’s fair value to its assets and liabilities (including
any unrecognized intangible assets) as if the reporting unit had been acquired in a business combination. The
amount of impairment for goodwill and other intangible assets is measured as the excess of its carrying value over
its fair value. The Company completed its transitional impairment testing of goodwill in July 2001, and its annu-
al impairment testing as of June 30, 2003 and 2002 for its reporting units and concluded that no impairment of
goodwill exists.

The following table reconciles fiscal 2001% reported net income to its respective pro forma balance adjusted
to exclude the amortization of goodwill, which is not recorded under SFAS No. 142.

For the Year Ended June 30, 2001

Earnings per Share

Amount Basic Diluted

Net income $3,054,100 46 45
Add back goodwill amortization 254,400 .04 .04
Adjusted net income $3,308,500 _ .50 49

Intangible assets include the cost in excess of amounts otherwise assigned to net assets of businesses acquired
{goodwill). Accumulated amortization as of June 30, 2001 was approximately $1,240,000. Amortization
expense was approximately $254,400 for 2001. There was no amortization expense recorded during the years
ended June 30, 2003 and 2002.

(k) Revenue Recognition
The Company recognizes revenue and all related costs upon shipment of products to its customers. The

Company does not as a matter of contract provide its customers the right of return. However, under certain cir-



cumstances the Company has allowed the return of product. Based on experience and other information available
to the Company, the Company believes the amount of future returns can be reasonably estimated. An allowance for
sales returns is reflected as a current liability with sales revenue in the income statement reduced to reflect estimat-

ed sales returns.

() Net Income per Share

Basic net income per share is computed using the weighted-average number of common shares outstanding
during the period. Diluted net income per share is computed using the weighted-average number of common and
dilutive potential common shares outstanding during the period. Dilutive potential common shares consist of

employee stock options.

(m) Warranties

Product warranties providing for the repair or replacement of defective products are included in the sale price
of the Company’s products. The typical warranty period is one year. Warranty obligations are accrued as a cur-
rent liability for the estimated amount of warranty expense expected in future accounting periods based on his-

torical experience and current information available to the Company.

(n) Impairment of Long-Lived Assets
Long-lived assets and certain identifiable intangibles held and used by the Company are reviewed for
impairment whenever events or changes indicate that the carrying amount of an asset may not be recoverable.

The Company has identified no long-lived assets or identifiable intangibles which are considered impaired.

(o) Fair Value of Financial Instruments
Carrying amounts of certain of the Company’s financial instruments including accounts receivable, accounts

payable and accrued expenses approximate their fair values because of their short maturities.

(p) Research and Experimental Costs
Research and experimental costs related to the design, development and tésting of new monitors, applica-

tions and technologies are charged to expense as incurred.

(q) Accounting for Stock Options

The Company accounts for its stock option plan in accordance with the provisions of Accounting Principles
Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations. As such,
compensation expense would be recorded only if the current market price of the underlying stock exceeded the
exercise price on the date of the grant. The Company has adopted the disclosure requirements of Statement of
Financial Accounting Standards (SFAS) No. 123, Accounting for Stock-Based Compensation, which allows enti-
ties to continue to apply the provisions of APB Opinion No. 25 and provide pro forma net income and pro forma
net income per share disclosures for employee stock option grants made in 1996 and future years as if the fair-
value-based method defined in SFAS No. 123 had been applied.

Pro forma information regarding net income and net income per share is required by SFAS No. 123, and has
been determined as if the Company had accounted for the plans under the fair-value method. The fair value of
options issued under the plans was determined at the date of grant using a Black-Scholes option pricing model

with the following assumptions: no dividend yield; volatility factor of the expected market price of the




Company’s stock of 78%, 74% and 68% for the years ended June 30, 2003, 2002, and 2001, respectively; a for-
feiture rate of 5%; a weighted-average expected life of options of five years; and risk-free interest rates of 2.96 %,
4.44%, and 5.31% for the years ended June 30, 2003, 2002 and 2001, respectively. For purposes of pro forma
disclosures, the estimated fair value of the options is amortized to expense over the options’ vesting period. The

Company’s pro forma net income and net income per common share would approximate the following:

2003 2002 2001
Net income As reported $3,490,300 5,624,500 3,054,100
Pro forma 2,780,100 4,686,400 2,098,200
Basic net income per share As reported S5 .85 46
Pro forma 43 71 32
Diluted net income per share As reported S1 .82 45
Pro forma 41 .68 31

(r) Reclassifications
Certain reclassifications have been made in the prior years’ financial statements to conform to classifications

used in the current year. These reclassifications had no effect on reported earnings.

(s) Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and dis-
closures of contingent assets and liabilities at the date of the financial statements and the reported amounts of

revenues and expenses during the reporting period. Actual results could differ from those estimates.

() New Accounting Pronouncements

In August 2001, the FASB issued Statement of Financial Accounting Standards (‘SFAS”) No. 144. SFAS No.
144 supersedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of, and provides new rules on asset impairment and a single accounting model for long-lived
assets to be disposed of. Although retaining many of the fundamental recognition and measurement provisions
of SFAS No. 121, the new rules significantly change the criteria that would have to be met to classify an asset as
held-for-sale. The new rules also supersede the provisions of Accounting Principles Board Opinion No. 30,
Reporting the Results of Operations-Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions, with regard to reporting the effects
of a disposal of a segment of a business and require operating losses from discontinued operations to be displayed
in discontinued operations in the period(s) in which the losses are incurred. SFAS No. 144 was effective in fiscal
2003, and did not have a material impact on the Company’s consolidated financial statements.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statements No. 4, 44 and 64, Amendment
of FASB Statement 13, and Technical Corrections). SFAS No. 145 revises the criteria for classifying the extinguish-
ments of debt as extraordinary and the accounting treatment of certain lease modifications. SFAS No. 1435 was effec-
tive in fiscal 2003, and did not have a material impact on the Company’s consolidated financial statements.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal




Activities. SFAS No. 146 establishes accounting guidelines for the recognition and measurement of a liability for
the cost associated with an exit or disposal activity initially at its fair value in the period in which the liability is
incurred, rather than at the date of a commitment to an exit or disposal plan. This standard was effective January
1, 2003 for all exit or disposal activities initiated after that date and did not have a material. impact on the
Company’s consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation — Transition
and Disclosure — an amendment of FASB Statement No. 123. This Statement amends FASB Statement No. 123,
Accounting for Stock-Based Compensation, to provide alternative methods of transition for a voluntary change
to the fair value method of accounting for stock-based employee compensation. The Company does not intend
to expense stock options; therefore the adoption of this staterzient will not have any impact on the Company’s
consolidated financial position or results of operations. In addition, this Statement amends the disclosure require-
ments of Statement No. 123 to require prominent disclosures in both annual and interim financial statements.
The Company adopted the disclosure provision of SFAS No. 148 as of December 31, 2002.

In November 2002, the FASB issued Interpretation No. 45 ("FIN No. 45"}, Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness.of Others. FIN No. 45
elaborates on the disclosures to be made by a guarantor in its interim and annual financial statements about its
obligations under certain guarantees and requires.that they be recorded at fair value. The initial recognition and
measurement provisions of FIN No. 45 are to be applied only on a prospective basis to guarantees issued or mod-
ified after December 31, 2002. The disclosure requirements of this interpretation are effective for financial state-
ments of interim or annual periods ending after December 15,.2002. The Company does not have any material
indirect guarantees of indebtedness of others as of June 30, 2003.

In January 2003, the FASB issued FIN No. 46 Consolidations of Variable Interest Entities. This interpreta-
tion requires a company to consolidate variable interest entities {"VIE") if the enterprise is a primary beneficiary
(holds a majority of the variable interest) of the VIE and the VIE possesses specific characteristics. It also requires
additional disclosure for parties involved with VIEs. The provisions of FIN No. 46 are effective for fiscal 2003.
Since the Company does not have any unconsolidated VIEs, the adoption of FIN No. 46 did not have an impact
on its financial position or results of operations.

In April 2003, the FASB issued SFAS No. 149, Amendment of Statement 133 on Derivative Instruments and
Hedging Activities, to amend and clarify financial accounting and reporting for derivative instruments embedded in
other contracts and for hedging activities under SFAS No. 133, "Accounting for Derivative Instruments and
Hedging Activities." SFAS No. 149 requires that contracts with comparable characteristics be accounted for simi-
larly and clarifies under what circumstances a contract with an initial net investment meets the characteristics of a
derivative as discussed in SFAS No. 133. In addition, it clarifies when a derivative contains a financing component
that warrants special reporting in the statement of cash flows. SFAS No. 149 is effective for contracts entered into
or modified after June 30, 2003 and for hedging relationships designated after June 30, 2003. The Company believes
that the adoption of SFAS No. 149 will not have an impact on its financial position or results of operations.

In May 2003, the FASB issued SFAS No. 150,  Accounting for Certain Financial Instruments with
Characteristics of Both Liabilities and Equity. SFAS No. 150 establishes standards for how an issuer classifies and

measures certain-financial inscruments with characteristics of both liabilities and equity. It requires that an issuer




classify a financial instrument that is within its scope as a liability (or an asset in some circumstances). The provi-
sions of SFAS No. 150 are effective for financial instruments entered into or modified after May 31, 2003, and oth-
erwise is effective at the beginning of the first interim period beginning after June 15, 2003. The Company believes

that the adoption of SFAS No. 150 will not have an impact on its financial position or results of operations.

(2) ACQUISITION

Medical Data Electronics

On April 3, 2003, the Company purchased all of the capital stock of Medical Data Electronics Inc.
{(“MDE”), a wholly-owned subsidiary of SensorMedics Corporation under a Stock Purchase Agreement.
SensorMedics Corporation is a wholly-owned subsidiary of VIASYS Healthcare Inc., a publicly traded health-
care technology company. MDE is a manufacturer of wireless patient monitoring products. The final purchase
price was approximately $9.3 million, of which approximately $944,000 is being held in escrow for a period of
one year to secure other indemnification obligations of MDE. The Company funded the purchase price from its
existing balances of cash and short-term investments. MDE’s results of operations have been included in the con-
solidated financial statements since the date of acquisition.

The following table presents the allocation of the acquisition costs, including professional fees and other

related acquisition costs, to the assets acquired and liabilities assumed, based on their fair values:

Accounts receivable
Inventories
Other current assets
Property and equipment
Goodwill

Total assets acquired
Accrued expenses
Accounts payable

Total liabilities assumed

Net assets acquired

$ 1,825,000
3,226,000
94,000
1,294,700
5,185,100
11,624,800
2,079,000
253,000
2,332,000

$ 9,292,800

The following unaudited pro forma consolidated financial information has been prepared as if the acquisi-
tion of MDE had taken place at the beginning of fiscal years 2002 and 2003. The pro forma results are not nec-
essarily indicative of the results which would have occurred if the acquisition would have been in effect on the
dates indicated or which may result in the future.

Year Ended Year Ended
June 30,2003 June 30, 2002

Net Revenues $ 62,669,000 62,840,000
Income from operations 3,567,000 6,190,000
Net income 2,733,000 3,885,000
Net income per common share - basic 43 .59

Net income per common share - diluted $.41 57




(3) DISCONTINUED OPERATIONS

(a) Sierra Precision

On May 10, 2002, the Company completed its sale of substantially all of the assets and the transfer of cer-
tain liabilities of Sierra Precision, a wholly-owned subsidiary of the Company, to 3D Instruments, LLC (“3D
Instruments”). Sierra Precision is a manufacturer of gauges that monitor and control oxygen flow for safety,
industrial and governmental markets. The final sales price was approximately $4.9 million. The Sierra Precision
subsidiary is accounted for as a discontinued operation. Accordingly, Sierra Precision’s operating results have
been segregated and reported as discontinued operations in the accompanying consolidated statements of income
and cash flows, and related notes. Excluded from the transaction were substantially all the liabilities of Sierra
Precision. For fiscal 2002, the Company recorded a loss on the disposal of the business of $608,700 (net of
income tax benefit of $401,300). Revenue from the discontinued operations of Sierra Precision for the fiscal years
2001 and 2002 was $7,248,800 and $5,624,400, respectively. Income from the discontinued operations of Sierra
Precision for fiscal 2001 and 2002 was $572,000 and $24,700, respectively.

(b) Lumidor Safety Corporation

On May 30, 2002, the Company sold substantially all of the assets and transferred certain liabilities of
Lumidor Safety Corporation (“Lumidor”), a wholly-owned subsidiary of the Company, to Zellweger Analytics,
Inc. Lumidor is a manufacturer of portable and fixed gas detection instrumentation for worker safety. The final
sales price was approximately $12 million. The Lumidor subsidiary is accounted for as a discontinued operation.
Accordingly, Lumidor’s operating results have been segregated and reported as discontinued operations in the
accompanying consolidated statements of income and cash flows, and related notes. For fiscal 2002, the
Company recorded a gain on the disposal of the business at $4,112,000 (net of income tax of $2,291,100).
Revenue from the discontinued operations of Lumidor for the fiscal years 2001 and 2002 was $8,976,700 and
$6,551,000, respectively. Income from the discontinued operations of Lumidor for fiscal 2001 and 2002 was
$1,085,700 and $141,300, respectively.

(4) SHORT-TERM INVESTMENTS

Short-term investments consist of the following:
Unrealized gains

Cost (losses) Fair value
As of June 30, 2003:
Mutual bond funds $ 8,076,200 (27,400) 8,048,800
Money market funds 209,600 — 209,600

8,285,800 (27,400) 8,258,400

As of June 30, 2002:
Municipal and corporate bonds 18,076,000 12,600 18,088,600
Mutual bond funds 8,000,200 {13,500) 7,986,700
Money market funds 2,790,000 — 2,790,000
$28,866,200 (900) 28,865,300




(5) INVENTORIES

A summary of inventories as of June 30, 2003 and 2002 follows:

2003 2002
Raw materials $ 5,120,900 3,173,700
Work in process 3,302,300 2,080,500
Finished goods 3,593,300 1,176,200

$12,016,500 6,430,400

(6) PROPERTY AND EQUIPMENT
A summary of property and equipment as of June 30, 2003 and 2002 follows:

2003 2002
Land and building $2,858,800 2,852,700
Equipment 7,575,100 5,501,400
Furniture and fixtures 1,300,700 1,235,900
Leased improvements 415,300 415,300
12,149,900 10,005,300
Less accumulated depreciation and amortization (5,291,200)  (4,529,300)

$6,858,700 5,476,000

(7) BORROWINGS
A summary of debt and bank borrowings as of June 30, 2003 and 2002 follows:

2003 2002
Term loan payable in monthly installments of
approximately $9,400, including interest at
LIBOR plus 2% (3.12% as of June 30, 2003);
secured by land and building $1,463,900 1,577,200
Less current portion {113,300) (113,300)

$1,350,600 1,463,900

The aggregate maturities of long-term debt as of June 30, 2003 are as follows:
Year ending June 30:

2004 $113,300
2005 113,300
2006 113,300
2007 113,300
2008 113,300
Thereafter 807,400

$1,463,900



During fiscal 2003, the Company renewed its bank line of credit from December 1, 2003 to January 1, 2004.
The revolving line of credit requires the Company to maintain a minimum tangible net worth, a maximum ratio
of total liabilities to tangible net worth, a minimum working capital balance, and quarterly and annual prof-
itability, and prohibits the Company from paying dividends. As of June 30, 2003, $1,000,000 was available
under the line of credit.
(8) ACCRUED EXPENSES

A summary of accrued expenses as of June 30, 2003 and 2002 follows:

2003 2002
Accrued compensation and benefits $3,495,100 2,937,800
Other 3,712,900 3,108,100
$7,208,000 6,045,900

(9) LEASE COMMITMENTS

The Company leases certain facilities and equipment under operating leases. The facilities’ leases require the
Company to pay certain executory costs such as taxes, insurance, and maintenance. Rent expense related to oper-
ating leases was approximately $742,100, $640,000, and $498,000 for the years ended June 30, 2003, 2002
and 2001, respectively.

A summary of future minimum lease payments required under noncancelable leases with terms in excess of

one year as of June 30, 2003 follows:
Operating leases

Fiscal year ending June 30:

2004 $ 944,600
2005 956,900
2006 551,500
2007 269,600
2008 250,500
Thereafter 732,100

$3,705,200

(10) OTHER INCOME AND EXPENSE
A summary of other income and expense, net as of June 30, 2003, 2002 and 2001, follows:

2003 2002 2001
Gain on sale of securities 96,200 — —
Settlement of lawsuit — — 450,000
Other (23,800) (27,500) (23,700)

72,400 (27,500) 426,300

INVIVO 27




(11) INCOME TAXES
Total income taxes for the years ended June 30, 2003, 2002, and 2001 were allocated as follows:

2003 2002 2001
Income from continuing operations 1,723,800 1,133,100 694,600
Discontinued operations — 2,252,200 923,600

1,723,800 3,385,300 1,618,200

A summary of the components of income tax expense (benefit) attributable to income from continuing
operations for the years ended June 30, 2003, 2002 and 2001 is as follows:

Current Deferred Total

2003:
Federal $2,227,600 (808,600) 1,419,000
Foreign 22,600 - 22,600
State 385,600 (103,400) 282,200
$2,635,800 (912,000) 1,723,800

2002:
Federal $ 570,100 296,100 866,200
Foreign 3,400 - 3,400
State 231,600 31,900 263,500
$ 805,100 328,000 1,133,100

2001:
Federal $ 258,100 371,500 629,600
State 50,200 14,800 65,000
$ 308,300 386,300 694,600

The effects of temporary differences that give rise to significant portions of the deferred tax assets and
liabilities as of June 30, 2003 and 2002 are as follows:

2003 2002
Deferred tax assets:
Allowances and other accruals $1,642,900 1,131,400
State taxes 1,400 31,400
Deferred revenue 270,400 —
Gross deferred tax assets 1,914,700 1,162,800
Deferred tax liabilities:
Tax depreciation in excess of book depreciation (715,300) (550,400)
Deferred revenue - (325,000)
Total deferred tax liabilities (715,300) (875,400)

Net deferred tax asset $1,199,400 287,400

INVIVO D1



Management believes that it is more likely than not that the results of future operations will generate suf-
ficient taxable income to realize the net deferred tax asset, or that the amounts will be recovered from previous-
ly paid taxes. Therefore no valuation allowance against deferred tax assets is needed.

Income tax expense attributable to income from continuing operations was $1,723,800, $1,133,100, and
$694,600, for the years ended June 30, 2003, 2002, and 2001, respectively, and differed from the amounts com-
puted by applying the U.S. federal income tax rate of 34% to pretax income from continuing operations as a
result of the following:

2003 2002 2001

Federal income tax at statutory rate $1,772,800 1,136,000 710,900
State income taxes 186,300 173,900 42,900
Utilization of research credits (31,100) (78,700) (136,300)
Benefit of the EIE and foreign sales corporation (123,200) (141,900) {92,800)
Nondeductible goodwill — — 328,200
Meals and entertainment 75,900 22,200 29,500
Decrease in valuation allowance on capital loss carryforward — —_ (173,300)
Federal tax exempt interest income (157,700) (8,900) —
Other (5,700) (28,200) {(14,500)
Adjustment of prior year’s taxes 6,500 58,700 —

$1,723,800 1,133,100 694,600

(12) STOCK OPTION PLAN

The Company has established stock option plans to provide for the granting of stock options to employees
(including officers and directors) at prices not less than the fair market value of the Company’s common stock at
the date of grant. Options vest ratably over four years and expire in ten years. The Company has reserved
1,680,000 shares of its common stock for issuance under the 1994 plan, respectively. During 2003, the Company

granted 167,850 options to purchase shares of common stock.




A summary of stock option activity for the years ended June 30, 2003, 2002 and 2001 follows:

Weighted-
Weighted- Weighted- ex;‘ég: ierice
Shares average average Options of options
Available exercise grant date exercisable exercisable at
For Grant Options price fair value at year end year end
June 30, 2000 49,575 1,273,013 4.63 699,863 5.89
Granted {83,400) 83,400 5.87 3.58
Exercised (90,375) 2.03
Canceled 48,525 (48,525) 7.50
June 30, 2001 14,700 1,217,513 6.74 861,225 6.66
Reserved 330,000
Granted (305,700) 305,700 7.83 4.98
Exercised {17,625) 4.61
Canceled 9,450 (9,450) 7.21
June 30, 2002 48,450 1,496,138 6.99 949,463 6.77
Reserved 150,000
Granted (167,850) 167,850 8.87 5.72
Exercised (159,075) 5.69
Canceled 15,863 {15,863) 7.18
June 30, 2003 46,463 1,489,050 7.33 1,015,866 7.07
Weighted- Number
Number average Weighted exercisable Weighted-
outstanding as remaining average as of average
Range of exercise of June 30, contractual exercise June 30, exercise
prices 2003 life price 2003 price
$4.67 - 6.58 426,112 5.54 $ 5.92 335,419 $ 5.82
6.67 -10.75 1,062,938 6.29 7.90 680,447 7.69
1,489,050 6.07 7.33 1,015,866 7.07

(13) SALARY DEFERRAL PLAN

The Company’s executive officers, together with all other eligible employees, may participate in the Company’s
401(k) Salary Deferral Plan (the Plan). Employees become eligible upon completion of six months of service. Each
eligible employee receives a retirement benefit based upon accumulated contributions to the Plan by the employee
and the Company plus any earnings on such contributions. The Company contributes an amount equal to 35% of
the first 4% of compensation which the employee contributes. The Plan currently provides that participants vest
25% each year over a four-year period. Company contributions to the Plan for the years ended December 31, 2002
and 2001 were $123,400 and $132,500, respectively.




(14) LEGAL PROCEEDINGS

The Company's medical device subsidiary, Invivo Research, was one of two third-party defendants named
in a lawsuit in June of 1994 by Southern Nevada Surgical Center and Surgex Southern Nevada, Inc. in Nevada
State District Court. The underlying action in this matter stemmed from an incident involving a surgical patient
undergoing a procedure at the Southern Nevada Surgical Center. The patient suffered a serious permanent brain
injury. A lawsuit was filed on behalf of the patient against the surgical center and the anesthesiologist who mon-
itored the patient. The defendants in that action made a substantial settlement to the patient. Southern Nevada
Surgical Center {"SNSC") and Surgex were seeking indemnity and contribution in the aggregate of approximate-
ly $14 million from the manufacturer of the anesthetic gas machine and Invivo Research, which manufactured the
vital signs monitor used in this procedure. SNSC and Surgex alleged that both the anesthetic gas machine and the
vital signs monitor were defective. The Company believes that the vital signs monitor operated properly and was
properly designed for its intended function.

On August 18, 1999, the Nevada District Court granted the Company’s Motion to Dismiss for Failure to
Prosecute. The Order granted dismissal of the SNSC and Surgex contribution claims, without prejudice, based
upon Nevada law that provides that an action must be brought to trial within five years of the date of the filing
of the original action. The dismissal was appealed.

In April of 1997, the plaintiff's insurer, CNA, filed an action with identical causes in the same Nevada State
Court. This second action was removed by the Company to U.S. District Court. The action by CNA was dis-
missed by the District Court on January 19, 2000 as the District Court found CNA did not have standing as the
real party of interest. CNA appealed the decision to the Ninth Circuit Court of Appeals. A three-member panel
of the Ninth Circuit reversed the dismissal and remanded the case back to Federal District Court on July 30,
2001. The Company appealed this decision and requested a decision from the full panel of the Ninth Circuit.
The Ninth Circuit, without issuing an opinion, unanimously voted to deny the Petition for Rehearing in this mat-
ter. The action was remanded to the U.S. District Court for further proceedings.

In August of 2003, all parties to the U.S. District Court and Nevada District Court actions reached a glob-
al settlement as a result of which the claims against the Company were dismissed with prejudice. The claims
against the Company were settled within the Company’s insurance coverage policy limits and no contribution
was made by the Company as a result of the settlement. In addition, the parties are in the process of executing a
release in favor of the Company from any past or future claims that may arise out of the matters litigated.

In November, 1999, four individuals previously employed by the Company's Invivo Research subsidiary filed
a multi-plaintiff lawsuit against the Company in the Middle District Court of Florida alleging violations of the
Age Discrimination in Employment Act. Subsequent to the filing, three additional individuals chose to "opt-in"
to the case, one of the individuals later voluntarily dismissed all claims with prejudice and a second individual
filed a voluntary motion for dismissal from the case. The remaining plaintiffs claimed entitlement to back pay
and front pay in an aggregate amount of approximately $2 million. The trial for this matter began in mid-May

of 2003. At the conclusion of the trial on May 29, 2003, the jury found for the Company on all counts.
(15) MAJOR CUSTOMERS AND CREDIT RISK

In fiscal 2003 and 2002, one customer accounted for greater than 10% of the Company’s revenues and trade

accounts receivable. In fiscal 2001, no individual customer accounted for greater than 10% of the Company’s




revenues or trade accounts receivable.
The Company has a customer base that is diverse geographically. Customer credit evaluations are performed
on an ongoing basis, and collateral is generally not required for trade accounts receivable. Management does not

believe the Company has any significant concentration of credit risk as of June 30, 2003.

(16) NET INCOME PER COMMON SHARE
The following table presents the calculation for basic and diluted net income per common share:

For the fiscal year ended June 30,

2003 2002 2001

Basic:

Weighed-average common shares outstanding 6,388,740 6,640,778 6,604,140

Net income $3,490,300 5,624,500 3,054,100

Basic net income per common share $ 55 .85 .46
Diluted:

Weighed-average common shares outstanding (basic) 6,388,740 6,640,778 6,604,140

Dilutive stock options 367,461 230,202 109,881

Weighted-average common shares outstanding (diluted) 6,756,201 6,870,980 6,714,021

Net income $3,490,300 5,624,500 3,054,100

Diluted net income per common share $ S1 .82 45

For the years ended June 30, 2003, 2002 and 2001, options to purchase 12,000, 45,750, and 965,535 share
of common stock, respectively, were outstanding but were not included in the computation of net income per
common share-assuming dilution, because the options exercise prices were greater than the average market price
of the common shares.

(17) SEGMENT INFORMATION

As a result of the sales of Sierra Precision and Lumidor in the industrial instrumentation segment, the
Company currently operates in one segment.

The Company markets its products in the United States and in foreign countries through its sales personnel
and distributors. Export sales account for a portion of the Company’s net revenue and are approximately sum-

marized by geographic area as follows (in thousands):

Year ended June 30,
2003 2002 2001
United States $42,700 31,200 27,900
Export:
Europe 6,000 5,600 5,700
Far Fast 3,800 3,300 3,100
Other International 800 2,000 1,400

Total net sales $53,300 42,100 38,100




(18) SUPPLEMENTAL CASH FLOW INFORMATION

Noncash investing and financing activities and supplemental cash flow information are summarized as follows:

Year ended June 30,
2003 2002 2001
Cash paid for:
Income taxes 2,221,000 1,172,400 2,186,000
Interest 57,200 79,800 114,700

(19) SUBSEQUENT EVENT
In August 2003, our Board of Directors declared a three-for-two stock split effected in the form of a stock divi-
dend to be distributed on or about September 26, 2003, to stockholders of record on September 12, 2003. All share

and per share amounts in this report reflect the stock split.

(20) SELECTED QUARTERLY FINANCIAL DATA {UNAUDITED)

In thousands, except per share amounts

1ST QTR 2ND QTR 3RD QTR 4TH QTR
Fiscal Year 2003

Sales $11,051 12,326 13,015 16,948
Gross Profit 5,791 6,207 6,522 8,740
Net Income 683 871 923 1,013
Net Income per common share (basic) .10 13 15 17
Net Income per common share (diluted) .10 13 .14 .16
Fiscal Year 2002

Sales $ 9,573 10,246 10,907 11,362
Gross Profit 5,028 5,600 5,692 5,776
Net Income 703 766 230 3,926
Net Income per common share (basic) A1 A1 .03 .59
Net Income per common share (diluted) 11 A1 .03 .59
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MARKET INFORMATION
The Company's common stock is traded on the Nasdaq National Market under the symbol "SAFE."
The following table describes, for the quarters indicated, the high and low sale prices for a share of the

Company's common stock as reported on the Nasdaq National Market.

HIGH LOW

Year Ended June 30, 2003
First Quarter $10.13 $8.08
Second Quarter $10.29 $7.63
Third Quarter $10.17 $8.77
Fourth Quarter $12.30 $8.99

Year Ended June 30, 2002
First Quarter $ 8.05 $5.94
Second Quarter $ 9.10 $7.33
Third Quarter $ 9.00 $7.76
Fourth Quarter $10.19 $7.33

As of June 30, 2003 the Company had 54 stockholders of record of its common stock and approximately 800

beneficial holders.

DIVIDEND POLICY
The Company intends to retain future earnings to finance the expansion of its business and does not antici-
pate paying any cash dividends on its common stock in the foreseeable future. The Company has not declared

cash dividends on its common stock in the two most recent fiscal years.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The Company’s sales are primarily denominated in U.S. dollars and as a result, the Company has relatively
little exposure to foreign currency exchange risk with respect to its sales. The Company does not currently hedge
against exchange foreign currency rate fluctuations. The effect of an immediate 10% change in exchange rates
would not have a material impact on the Company’s future operating results or cash flows.

The Company’s exposure to market risk for a change in interest rates relates primarily to its investment port-
folio. As of June 30, 2003, the Company’s short-term investments consisted of available-for-sale securities of $8.3
million. These short-term fixed income marketable securities included municipal bonds and mutual bond funds,
all of which are of high investment grade. The securities are subject to interest rate risk and will decline in value
if the market interest rates increase. If the market interest rates were to increase immediately and uniformly by
10% from levels as of June 30, 2003, the decline in the fair value of the portfolio would not be material to the

company’s financial position.
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